Islamic banks use finance leases as a mode of financing, after incorporating major alterations in the structure of the contract in order to meet Shariah principles. In this case, the contract is called 'Ijarah Muntahia Bittamleek'. As different structures might lead to different accounting results, the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) issued Financial Accounting Standards to tackle the accounting treatment for such transactions. The paper criticised the accounting treatment offered by AAOIFI for violating the matching principle and lacking faithful representation. Suggested amendments for accounting treatments are also proposed.
Introduction
Ijarah, also referred to as 'Islamic lease', is a contract where one party transfers the usufruct (Note 1) of an item to another party for a specified period, in exchange for a specified consideration (Asian-Oceanian Standard-Setters Group [AOSSG] , 2010). Hence, in an "Ijarah" contract the lessor retains the ownership of the leased asset while transferring the right to use the asset, or usufruct, to another party as the lessee. All liabilities and risks pertaining to the leased asset are to be borne by the lessor. This includes obligations to restore any impairment and damage to the leased asset which are not due to the lessee's misconduct or negligence (Fatima, 2006) .
The rules of Ijarah, in the sense of leasing, are very similar to the rules of sale, as in both cases something is transferred to another person for a valuable consideration. The only difference between Ijarah and sale is that in the case of sale the legal title of the property is transferred to the purchaser, while in Ijarah, the legal title of the property remains in the ownership of the transferor, but only the right to use the property, is transferred to the lessee (Usmani, 2003) . Therefore, Ijarah basically could be viewed as an operating activity rather than financing activity. However, this transaction has also been used in the Western countries as financing products. This is mainly due to some tax concessions embedded in this form of transaction. For example, some financial institutions buy and lease some equipment to their customers, instead of giving a direct loan to the customer to finance the purchasing of the equipment. While fixing the rent (Note 2) of these equipments, the financial institutions calculate the total cost they have incurred in the purchase of these assets and add the stipulated interest they could have claimed on such an amount during the lease period. Then, the total amount calculated is divided among the lease period.
It is obvious from the above that the traditional finance lease contradicts with Shariah principles as interest element is embedded in this type of contract. However, the Islamic banks use finance leases as a mode of financing but after incorporating major alterations in the structure of the contract in order to meet Shariah principles. In this case, the contract is called 'Ijarah Muntahia Bittamleek', i.e., Ijarah contract that ends up with the transfer of ownership of leased assets to the lessee (AAIOIF, 2008, P. 277 This paper investigates the differences between the traditional finance lease and Ijarah Muntahia Bittamleek from two perspectives: the structure and conditions of the contract itself and the accounting treatment.
The paper proceeds as follows. Section 2 demonstrates the characteristics of Ijarah Muntahia Bittamleek according to Shariah principles, and a comparison with the traditional finance lease is also provided, Section 3 examines the accounting treatment for leases according to AAOIFI and for both sides; the lessee and the lessor. Afterwards, a proposed accounting model is introduced; Section 4 presents the conclusions and remarks.
Characteristics of Ijarah Muntahia Bittamleek
Many of the Islamic banks have adopted leasing as a financing method to avoid long term lending on a basis of interest. This type of lease is known, in conventional banking, as a finance lease, to distinguish it from the operating lease (Note 5). However, and in order comply with Shariah rules, several conditions should be met to ensure the difference between leasing and an interest bearing loan. The conditions that are unique to Ijarah Muntahia Bittamleek and affect the accounting treatments are as follows: (Usmani, 2003)
Lessor Obligations
Lessor obligations are considered as a major difference between the traditional finance lease and Ijarah Muntahia Bittamleek. In finance lease, it is assumed that the lessor transfers substantially all the risks and rewards incidental to ownership, which is not the case in Ijarah Muntahia Bittamleek and for the following reasons:
In Ijarah Muntahia Bittamleek, the lessor has an obligation to maintain the asset and its usufruct for the lessee's use. This would include responsibility for major maintenance, major repair costs, and risks associated with permanent impairment; for example, a house under Ijarah being destroyed in an earthquake (AOSSG, 2010) . Additionally, it is not permissible to stipulate in the contract that the major maintenance and repair costs of the leased asset are to be carried out by the lessee as this would lead to the lessee paying a rent that includes an unknown element (AAOIFI, 2008, P. 269) .
Furthermore, and in case of impairment of leased asset, the lessor must either offer the client a similar asset to use for the remainder of the contract or refund part of the lease rental, unless the impairment was caused by misuse or negligence on the part of the lessee. In other words, as the corpus of the leased property remains in the ownership of the lessor, all the liabilities emerging from the ownership shall be borne by the lessor, while the liabilities referable to the use of property shall be borne by the lessee (Usmani, 2003) .
The lessor obligations mentioned above could be regarded as evidence that the lessor retaining "exposure to significant risks and benefits associated with the underlying asset" (AOSSG, 2010) . Therefore, AAOIFI accounting standards treated Ijarah Muntahia Bittamleek as an operating lease.
Transferring the Leased Asset to the Lessee
In the traditional finance lease, the leased asset is transferred generally to the lessee at the end of the lease, either free of any charge or at a nominal token price. In some contracts, this condition is expressed explicitly, or it could be understood implicitly between the parties that the title of the asset will be passed on to the lessee at the end of the lease term (Usmani, 2003) . However, and from Shariah point of view, this arrangement of conveying ownership is prohibited as two agreements, e.g. lease and sale, cannot take place within one contract. It is a well settled rule of Islamic jurisprudence that, in specific types of transactions, one transaction cannot be tied up with another transaction so as to make the former a precondition for the other. If lease and sale are included in one contract, this transaction can be viewed as a deferred sale with a deferred payment, which is not acceptable in Shariaeh principles. AAOIFI requires Ijarah Muntahia Bittamleek to be accounted for as separate transactions of an operating lease followed by a disposal. AAOIFI recommends the following four ways to transfer ownership of an asset in Ijarah Muntahia Bittamleek:
(a) Transfer through gift; (b) Transfer through sale for a token consideration or other amount as specified in the lease; (c) Transfer through sale prior to the end of the lease term for a price equivalent to the remaining Ijarah www.ccsenet.org/ijbm International Journal of Business and Management Vol. 7, No. 18; 2012 installments; and (d) Transfer through gradual sale of the leased asset
It should be noted that Ijarah itself should not contain a condition of gift or sale at the end of the lease period. However, the lessor may enter into a separate unilateral promise (option) to sell the leased asset to the lessee at the end of the lease period at a specified mutually acceptable price if the lessee has paid all the amounts of rentals.
Similarly, it is also allowed that, instead of sale, the lessor signs a separate promise to gift the leased asset to the lessee at the end of the lease period, subject to his payment of all amounts of rent. It is worth mentioning that the promise creates a legal obligation, or at least a constructive obligation, on the promisor (AOSSG, 2010).
For financial reporting, and according to AAOIFI, the Ijarah and the transfer of ownership are accounted for as separate transactions, and are not considered as linked transactions. Hence, Ijarah Muntahia Bittamleek is not treated as sale or purchase of the underlying asset, despite the arrangement to transfer ownership by, or at the end, of the lease.
Accounting Treatment
It is evident that the traditional finance lease and Ijarah Muntahia Bittamleek have dissimilar structures. Accordingly, the accounting treatment for leases differs between International Financial Reporting Standards (IFRS) and AAIOFI standards. In the traditional finance lease, the leased asset is recognized in the books of the lessee plus a corresponding liability (lease payments), while the lessor derecognizes the leased asset from his books and recognizes receivables asset (lease payments to be received). This is because all the risks and rewards incidental to legal ownership are assumed to be transferred by the lessor to the lessee (Uddin, 2012).
In contrary, the leased assets in Ijarah Muntahia Bittamleek are recognized in the books of the lessor and not capitalized in the lessee books. Consequently, the leased assets are depreciated in the books of the lessor. In other words, all Ijarah contracts are treated as operating leases under the AAOIFA standards.
This paper does not aim mainly to compare the accounting treatment for leases among different financial reporting frameworks (For more insights see Uddin, 2012; ACCA & KPMG, 2010; AOSSG, 2011; Rosly, 2010) . Instead, it examines the AAOIFI accounting model for Ijarah Muntahia Bittamleek through gift when the Ijarah term is substantially shorter than the useful life of the leased asset. Under this case, implementing AAOIFI treatment may result in misleading financial statements and may not reflect the economic substance of Ijarah contract. All leases should be classified as an operating lease.
Ijarah ending with a transfer of ownership should be treated as two separate transactions of operating lease and sale, and not as a finance lease.
Leases in the financial statements of lessees At the commencement of the lease term, lessees shall recognize finance leases as assets and liabilities in their statements of financial position at amounts equal to the fair value of the leased property or, if lower, the present value of the minimum lease payments, each determined at the inception of the lease. The discount rate to be used in calculating the present value of the minimum lease payments is the interest rate implicit in the lease, if this is practicable to determine; if not, the lessee's incremental borrowing rate shall be used. Any initial direct costs of the lessee are added to the amount recognized as an asset
In case of Ijarah ending with a transfer of ownership, the lessee would recognize lease payments as expenses throughout the lease term.
When the asset is transferred to the lessee, the lessee would recognise the asset acquired www.ccsenet.org/ijbm
International Journal of Business and Management Vol. 7, No. 18; 2012 Leases in the financial statements of lessors Lessors shall recognize assets held under a finance lease in their statements of financial position and present them as a receivable at an amount equal to the net investment in the lease
In case of Ijarah ending with a transfer of ownership, the lessor would present an asset in its statement of financial position, and recognize lease installments as revenue throughout the lease term.
When the asset is transferred to the lessee, the lessor may recognise a gain or loss on disposal.
Ijarah Muntahia Bittamleek through Gift in the Financial Statements of Lessees (Case of Ijarah Term is Substantially Shorter than the Useful Life of the Leased Asset)
According to AAOIFI, FAS 8, the Ijarah installments should be allocated over the financial periods of the lease term and recognized as an Ijarah expense. At the end of Ijarah term, and when legal title in the leased asset passes to the lessee as a gift, the leased asset shall be recognized in the lessee's books and measured at its cash equivalent value at that time, and a corresponding credit is made to stockholders equity (i.e., retained earnings) (AAOIFI, 2008, P. 256).
It is clear from the above that Ijarah installments are recognized in full as expenses throughout the Ijarah term. However, when Ijarah term is substantially shorter than the useful life (Note 6) of the leased asset, the benefits from the leased asset are received during a longer period than Ijarah term, i.e., the useful life of the asset. Thus, the Ijarah expenses are overstated during the Ijarah term, and the matching principle is violated in this mechanism. This dilemma evolved from considering all payments as rent, although it is actually part of the price. Abu Ghuddah (2007) stated that if Ijarah contract is rescinded in any stage, the Ijarah rents paid by the lessee should be divided into two items: a consideration for usufruct and a consideration for ownership. The second item should be returned to the lessee when the contract is rescinded, otherwise it would be considered illegal.
AAOIFI recognized this concept when Ijarah Muntahia Bittamleek through gift is rescinded due to permanent impairment of the leased assets and offered the following treatment for the lessee in this event:
"if the leased assets are permanently impaired before the legal title passes to the lessee for no consideration and the impairment is not the result of the lessee's actions or omission, and the Ijarah installments already paid exceed the fair rental amount, then the difference between the two amounts ( namely what the lessee has paid towards the purchase of the asset and its fair rental value) shall be recognized as a receivable due from the lessor and credited to the income statement" (AAOIFI, 2008, P. 256) And for the lessor books, the difference between the two amounts shall be recognized as a liability and charged to the income statement.
It is evident that the lessee may pay more than the fair rental value for the sake of the ownership at the end of the Ijarah term. Moreover, if ownership is deemed unattainable in any stage of Ijarah, the lessee is entitled to the consideration paid for ownership. Hence, the amounts that exceed the fair rental value are qualified to be recognized as asset in the lessee books since they represent a probable future economic value. This value will end up in ownership of fixed assets or receivables due from the lessor.
AAOIFI ignores the recognition of this asset throughout the Ijarah term and requires expensing of the full rental amount. However, when part of the rental amounts result in a fixed asset (the legal title of the leased asset passes to the lessee at the end of the Ijarah term), or in receivable (the Ijarah contract rescinded before the end of Ijarah term), AAOIFI offers two different treatments as mentioned previously. The first treatment is to increase the stockholders equity (i.e. retained earnings), in the case of a fixed asset, and the second treatment is to increase the income, in the case of receivable. Although AAOIFI doesn't provide any justification for using two different methods (Note 7), both of the methods violate the matching principle and lack faithful representation.
Suggested Amendments
It is presumably known, at the inception of Ijarah contract, whether or not part of the rental payments is considered as a consideration for ownership. Hence, this part should be recognized as asset, at each payment, rather than expense. This part can be determined as the difference between the rental payments (installments) and the fair value of rent. At the end of Ijarah term, the balance of this asset will be replaced by the leased asset. Or if the Ijarah contract is rescinded, the balance of this asset will be replaced by receivables due from lessor.
www.ccsenet.org/ijbm
International Journal of Business and Management Vol. 7, No. 18; 2012 This approach meets the matching principle as part of the rental payment which will participate in acquiring the leased asset or receivables is deferred and recognized as asset. Additionally; it achieves faithful representation as the assets presented in the balance sheet reflect the future economic benefits acquired by the lessee.
Example
Let us assume ABC Airlines (ABC) enters into an Ijarah contract for an aircraft from XYZ Leasing co. (XYZ). The aircraft has an expected useful life of 15 years with no residual value and XYZ's net investment in the aircraft (current cash price) is 90,000,000 Currency Unit (C.U).
The Ijarah arrangement is for 10 years, and Ijarah installments are 13,500,000 C.U per year and are made at the end of the year (yearly installment is calculated by dividing the price of the asset over the Ijarah term plus 5% of the price as a flat rate return). The legal title of the aircraft will be transferred to ABC for no consideration (gift) upon the settlements of all Ijarah installments.
For the sake of simplicity we assume that the fair rental value (Note 8) equals the depreciation of the asset plus the required return for XYZ. The yearly depreciation of the asset, using the straight line method, is 6,000,000 C.U. and the yearly required return (5% of the principle amount) is 4,500,000 C.U. Hence, the yearly fair rental value is 10,500,000 C.U. The difference between the yearly installment and the yearly fair rental value is 3,000,000 C.U. (ownership consideration). We assume that the fair value of the asset at the end of Ijarah term equals its book value.
According to AAOIFI, FAS 8, XYZ should recognize 13,500,000 C.U. as a yearly Ijarah expenses throughout the Ijarah term. At the end of Ijarah term, the end of tenth year, the legal title passes to XYZ and consequently, XYZ recognizes the asset at its fair value at that time which is assumed to be 30,000,000 C.U., and a corresponding credit is made to retained earnings.
According to the suggested amendment, XYZ recognizes 10,500,000 C.U. as a yearly Ijarah expenses and 3,000,000 C.U. as an intangible asset (Note 9) throughout the Ijarah term. At the end of Ijarah term, the end of tenth year, the legal title passes to XYZ and consequently, XYZ reclassifies the intangible asset into a fixed asset (Note 10). The balance of the asset at that time equals 30,000,000 C.U.; this amount will be depreciated in the coming five years.
To sum up, in the amended treatment the installments paid for Ijarah are recognized as expenses through the useful life of the asset rather than the Ijarah term. This is achieved by separating the amount related to ownership and recording it as an asset. Eventually, and after the transfer of ownership, this asset is depreciated over the remaining useful life of the transferred asset. Hence, the matching principle and faithful presentation are met.
On the other hand, AAOIFI approach in considering the transferred asset as a gift from the lessor to the lessee is under question. Atmeh and Ramadan (2012) suggest that it is not appropriate to use donation (gift) contracts in conducting business with a commercial substance (Note 11). However, the suggested approach can provide a more suitable interpretation for transferring the leased asset to the lessee. If the rental installments are more than the fair rental value of the asset, then the lessor is liable to the lessee for the difference. This liability accumulates and extends by passing of time while the lessor owns the asset, and settled when the asset is transferred to the lessee at the end of Ijarah term. Hence, it can be perceived that the lessor gives up the leased asset to the lessee, not as a gift, but in lieu of settlement of his liability towards the lessee. From the lessee side, the same argument is valid. The lessee has a right to receive the difference between the rental installments and the fair rental value. At the end of Ijarah term, the lessee gives up this right by owning the leased asset. The suggested model reflects this perception in the accounting books. In the lessee books, the difference between the rental installments and the fair rental value is recognized as asset, and when the legal title passes to the lessee, this asset is replaced by the leased asset and not considered as a gift (no gain is recognized).
Ijarah Muntahia Bittamleek through Gift in the Financial Statements of Lessors (Case of Ijarah Term is Substantially Shorter than the Useful Life of the Leased Asset)
According to AAOIFI, FAS 8, assets acquired by the lesssor for Ijarah shall be recognized upon acquisition at historical cost and shall be depreciated without subtracting a residual value since these assets will be transferred to the lessee as a gift. The book value of the leased assets shall be presented in the lessor's balance sheet under Ijarah Muntahia Bittamleek Assets. Ijarah revenue shall be presented in the lessor's income statement and revenue shall be allocated proportionately to the financial periods in the lease term (AAOIFI, 2008, P. 250 ).
In examining this treatment two major points are noticed. First, the Ijarah installments are usually higher than the fair rental value of the leased asset. Secondly, the depreciation is allocated over the lease term which is shorter than the useful life of the asset. For the first point, the difference between the two amounts (namely what the www.ccsenet.org/ijbm
International Journal of Business and Management Vol. 7, No. 18; 2012 lessee has paid towards the purchase of the asset and its fair rental value) comprises a contingent liability towards the lessor. AAOIFI disregards recording this liability through the ijrah term. However, when this amount is deemed due, the lessor charges it totally to the income statement at that date. For the second point, the leased asset is understated (depreciation expense is overstated) in the financial statements of the lessor as the asset is depreciated over a shorter time than the useful life of the asset. This is because the asset will be transferred to the lessee as a gift at the end of Ijarah term. Therefore, the asset must be fully depreciated at that time. Apparently, and similar to the lessee financial reporting, this treatment violate the matching principle and lacks faithful representation.
Suggested Amendments
It is presumably known, at the inception of Ijarah contract, whether or not part of the rental payments is considered as a consideration for ownership. Hence, this part should be recognized as a liability, at each payment, rather than revenue. This part can be determined as the difference between the rental payments and the fair value of rent. On the other hand, depreciation expense should be determined according to the useful life of the asset rather than the lease term. Allocating depreciation over the useful life of the asset may enhance the perception that the lessor is the real owner (in substance) of the asset, which may help in differentiating between the Ijarah and traditional lease. At the end of Ijarah term, and when the legal title passes to the lessee, the lessor closes two accounts: the outstanding balance of the contingent liability and the book value of the leased asset (Note 12). Transferring the legal title to the lessee can be interpreted as the lessor selling the asset in exchange for discharging him from the contingent liability, rather than the asset is being donated as a gift. This approach meets the matching principle and achieves faithful representation as the assets and liabilities presented in the balance sheet reflect the economic substance of the transactions.
Example
Referring to the previous example, and according to FAS 8, ABC should recognize 13,500,000 as yearly Ijarah revenue and 9,000,000 as a yearly depreciation expense throughout the Ijarah term. At the end of Ijarah term, the end of tenth year, the legal title passes to XYZ, but ABC don't record any entry as the asset is fully depreciated and its book value is zero.
According to the suggested amendment, ABC recognizes 10,500,000 C.U as yearly Ijarah revenue and 3,000,000 C.U as a liability throughout the Ijarah term. At the end of Ijarah term, the end of tenth year, the balance of the liability is 30,000,000 C.U and also the book value of the leased asset is 30,000,000 C.U. When the legal title passes to XYZ, ABC closes the balance of the liability and the related balances of the leased asset without recognizing any gains or losses.
In both treatments, the yearly net income equals 4,500,000 C.U but the revenues and expenses are overstated according to AAOFIF treatment. Additionally, if the contract is rescinded and the lessor deemed to be liable for the difference between the installment received and the fair rental value, AAOFIF treatment recognizes this amount as a loss while in the suggested treatment no losses should be recorded. This is because a contingent liability is recorded yearly to meet such case.
Conclusion
Ijarah Muntahia Bittamleek is distinguished from traditional finance lease in two aspects: the structure of the contract itself and, consequently, the accounting treatment. In Ijarah Muntahia Bittamleek, the lessor retains substantially all the risks and rewards incidental to ownership, which is not the case in the traditional finance lease. Hence, in Ijarah Muntahia Bittamleek, the leased asset is presented in the balance sheet of the lessor (AAIOFI), while in the traditional lease; the leased asset is presented in the balance sheet of the lessee. Moreover, the Ijarah installments shall be allocated over the financial periods of the lease term and shall be recognized as Ijarah expense (revenue) in the lessee (lessor) books.
